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The Increasing Importance of Risk Appetite and Governance
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o Many of the failings of companies can be attributed to the acceptance of excessive risks, the poor
management of those risks or a lack of clarity around the level of compensation expected for risks
taken

o Most companies have not formally considered what their true appetite for risk is, accordingly, they
do not have effective processes to ensure they operated within the expectations of key
stakeholders

o The link between risk and strategic planning or business decision making is insufficient

o Risk appetite, tolerances, risk targets and limits are a critical element of prudent business
management and an effective risk governance process, and need to be more than a statement,
but something you live every day by how decisions are made and companies are managed
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Risk Appetite, Tolerances and Limits

Risk
Capacity

|

Risk
Appetite

* The maximum amount and type of risk a company or other

1 entity is able to accept in pursuit of its mission, vision,
Risk business objectives and value goals

Tolerance * Directly related to an entity’s capital and external stakeholder

1 influences

Risk Target
or Range

: |

Risk Limits
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Risk Appetite,

Tolerances and Limits

Risk
Capacity

]

* The broad-based amount and type of risk a company or other
entity is willing to accept in pursuit of its mission, vision,
business objectives and value goals

Privileged and Confidential. No part of this presen

Risk * Directly related to an entity’s risk capacity as well as its
Appetite culture, desired level of risk, capability and business strategy
1 * Entities often consider risk appetite both qualitatively and
quantitatively. Today, it is often times expressed in
Risk acceptable/unacceptable outcomes focused on the downside of
Tolerance risk, such as:
1 *Ratings target of AA
Risk Target *No activity that will impair the ability to continue as a going
or Range concern
1 *Defined probability of ruin at a specific confidence (99.9%)
* Becoming defined in more meaningful terms focused on not
Risk Limits only the downside of risk, but on risk as an opportunity
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Risk Appetite, Tolerances and Limits

Risk
Capacity
1 * Risk tolerance is typically a specific maximum applicable to
each class or sub-class of risk regarding the magnitude and
Risk the types of risks that the organization is willing to take in order
Appetite to achieve its business strategy and objectives while operating
1 within the broad risk appetite
Risk * Operationalizes the risk appetite
Tol I:; n * Should be set such that the aggregation of risk tolerances
olérance ensures the organization operates within the risk appetite
1 * Generally expressed in terms of risk measures (VAR, EAR,
Risk Target CAR, CfAR, greeks), nominal measures ($ amount of credit
or Range outstanding, $ amount of premium written) or outcomes (capital
levels, loss amounts, customer satisfaction, or other types of
1 units)
Risk Limits
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Risk Appetite, Tolerances and Limits

Risk
Capacity
» Risk target is an articulation of the optimal level of risk that
1 the organization desires to take to achieve its business
Risk strategy and objectives and operate within its
Appetite appetite/tolerance for risk.
1 * |t is generally articulated as a range in the same units that
mick risk tolerance is measured in.
Tok;rsance » Setting of risk target should be based on the management’s
desired returns, the role of risk to achieve those returns
1 (risk/return profile) and management’s capability to manage
Risk Target each risk
or Range * In setting specific risk targets, management aligns risk
1 targets to ensure that it will both meet its strategic goals as
well as operate within its risk appetite and tolerance.
Risk Limits
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Risk Appetite, Tolerances and Limits

Risk
Capacity

1 * Threshold to control activities to ensure that variation from
Risk expected outcome will be consistent with the risk target, but

sl will not exceed the risk appetite/tolerance
1 * Limits are how the appetite/tolerance and the risk target are
Risk translated into practical constraints on business activity.
Tolerance * Risk limits should be formulated such that on a probabilistic
1 basis, considering utilization, aggregation and correlation
they ensure that the organization operates within its target
Risk Target range and does not exceed its aggregate risk tolerance
or Range
Risk Limits
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Risk Appetite/Tolerance/Target Example
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Why Do We Need A Risk Appetite, Tolerance and Risk Targets ?

o Provides an objective measure to act as a cornerstone for making both strategic and
tactical decisions around risk, and can serve as the link between risk and strategic
planning and business decision making

o Ultimate goal is not purely a governance objective, but a need for a tool to manage
the business better

o Goals of setting clear tolerances and limits:

» To give units a clear mandate from corporate as to what type and amount of risk
to accept and manage

» Enables effective management of the risks by placing optimized constraints on
the type and volume of business written

 Limits possibility of significant negative surprises

o Risk targets improve optimization of risk taking and enable value based risk
management

» Provides a guide as to how much risk should be taken
» Provides a consistent guide to measure risk/return for decision making

o An effective risk appetite is a basic requirement of S&P’'s ERM framework, and
necessary to achieve either a Strong or Excellent ERM rating
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Risk Appetite Lifecycle

* Risk appetite, Risk
tolerance and | &
limits are not olerance
static Targets
* They must be
updated with . . o
changes in Strategic Risk Utilization,
Risk & Return Models
and Scenarios

A

strategy, the Planning and

environment . .
2nd market Decisioning

expectations

 Ultimately, they
should be a key

element in Risk & Return Models and Risk
driving risk Capital Management .y
taking and in Limits
turn in _

performance Risk

measurement Taking
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Risk Appetite in Strategic Planning

Strategic Plan Alternatives
Evaluation

lo Use risk Appetite as guidepost
to evaluate strategic options

Strategic Plan Input

Io Evaluate existing business
activities as well as proposed
new activities across Risk
Appetite dimensions:

= Risk & return

= Volatility

= Capital and risk capacity

= Capability and competency

lo Evaluate current risk levels and
prior plan execution against
risk capacity and appetite

lo Develop risk targets to match
earnings and growth targets

lo Evaluate options considering
impact on aggregate risk and
return profile of company

Test Strategic Plan Against
Risk Appetite

Io Run strategic plan output
through stress testing and
scenario analysis

Strateqy

o Test individual strategy

Operationalize Strategic
Plan

lo Develop risk targets for each
business line and risk class

=

o Revise risk limits, KRIs,
metrics and reporting
Revise risk appetite for

changes in strategy

elements against risk appetite
and tolerances

ln Test aggregate strategic plan
to ensure outcomes are
consistent with risk appetite

Ell ERNST & YOUNG

Privileged and Confidential. No part of this presentation may be reproduced or transmitted without permission of Ernst & Young.

Page 10



Considerations in establishing Risk Appetite/Tolerance

|dentify Key Value Drivers to Protect or Support

Operating Environment

=Board & Stakeholders philosophy and expectations = Capital structure, liquidity and available capital

= Company philosophy, culture and values = Maturity of business and industry
= Investor/stakeholder/customer expectations | | = Corporate business objectives
=Rating agency expectations =Risk bearing capabilities, capacity,

=Regulatory capital expectations experience and risk awareness
=| ong-term market environment and expected [ =Business strategy and capabilities

level of industry sector risk = Effectiveness of risk management processes
= Access to capital markets

What should not drive risk tolerance ?

= Competitors short-term actions
= Current market conditions
= Short-term earnings targets or performance goals
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Risk Appetite Dimensions - Risk Leadership Roundtable Survey Results

Historically, organizations typically consider risk appetite based on effects
across four general dimensions:

60% -
50% -
41%
(o) |
40% 32% 32%
30% -
20% -
10% -
0% |
Statutory Economic Credit GAAP
capital/level capital or its ratings earnings
Of SUfplUS proxy tthShOldS Source: E&Y Insurance Risk

Leadership Roundtable
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Risk Appetite Attributes to Consider

o Risk Capacity

= Capital, surplus, credit ratings
‘I = Maximum aggregate level of risk or concentrations of risk
= Maximum level of risk for each class of risk

= Core vs. non-core risks

o Volatility
= Earnings
= Cash flow

= Economic value
=  QOther financial ratios

o Value

» Risk adjusted return
I I = Hurdle rates for risks taken
= Economic Value created for risk taken

o Risk Preferences

= Risks and activities outside of core mission,
I I values or capabilities

= Reputation impact

= Customer impact
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Attributes of Risk Appetite

o Risk appetite should be based on the expectations of its Stakeholders and
management

o Risk Appetite should tie to the objectives of the of the company. It needs to be
aligned with overall strategy, and strategy should be aligned with risk appetite

o Risk Appetite should support an integrated and portfolio view of risk.

o Risk appetite should support value creation and protect against value
destruction

o Risk appetite should be calibrated to be consistent with the philosophy,
culture, capabilities and capacity of the organization and its employees to
manage the risk inherent in its current and potential business activities

o Risk Appetite should be developed based on a top-down/bottom-up feedback
process whereby Business Unit limits and individual risk limits are cross-
checked against overall Enterprise level appetite and risk tolerance
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Who sets the risk appetite — Risk Leadership Roundtable Survey Results
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From a corporate governance perspective:
= ERM department should propose the risk appetite
= Management should set the risk appetite
= The Board of Directors should challenge/approve the risk appetite
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Success Factors in Setting Risk Appetite/Tolerance

o Process should be driven by executive management, facilitated by the CRO,
involve key business executives and be driven by Board expectations and
ultimately their concurrence

o Recognize different stakeholders have different tolerances; some are more
focused on value protection, while others are focused on value creation

o Create an opportunity to focus on, and mechanism to protect, what creates
and sustains the value of the organization

o Use corporate strategy, culture and risk capabilities to drive the level of risk
appetite and tolerance

o Look to historical risk decision making and reactions to risk events to
determine true appetite

o Avoid inward thinking by explicitly including perspectives of external
stakeholders and regulators
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Success Factors in Setting Risk Appetite/Tolerance

o Integrate non-financial risks into risk appetite
o Differentiate between core vs. non-core risks

o Validate the viability of the business strategy and profitability of the company
should it operate within the constraints of the risk appetite and tolerance

o Create as few measures as is practical that represent all critical elements

o Communicate risk appetite broadly to entire management team and business
managers to ensure all actions of the organization contribute to achievement
of the risk appetite/tolerance

o Make risk appetite a key element of strategic planning and corporate decision
making

o Align risk limits, key indicators, strategic planning and risk reporting with risk
appetite attributes and measures to communicate business results consistent
with risk appetite and tolerance

o Recognize there is no “right” answer
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In summary

o Formalization of risk appetite, tolerance and targets is a necessary step in
effective enterprise risk management and good risk governance

o Should be set working with Board and key stakeholders to set and manage
within appropriate expectations

o Focus on what diminishes value as well as what creates and sustains the
value of the organization

o Should be communicated broadly to management team to ensure all actions
of the organization contribute to achievement of the risk appetite/tolerance

o Should include multiple measures
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Common Risk Limits Structure
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Operationalizing Improved Risk Limits

Actual risk exceeds corporate
risk tolerance, must reduce
net risk position

Corporate risk

tolerance
Actual risk

Actual risk exceeds maximum
limit allocated to business,

report breach, manage down
nosition VA unless approved by corporate

/\

Business line | \ /_/ \\
excess limit ! \_— ~

Business unit Actual is more than risk target
. limit, report breach, manage
Target (hlgh_) down unless returns justify risk
Business unit and excess approved by business
Target (|0W) line risk management
40 ‘ ‘ ‘ ‘ ‘

5/1/05
5/15/05
5/29/05 -
6/12/05
6/26/05
7/10/05
7/24/05

8/7/05
8/21/05 A

9/4/05
9/18/05
10/2/05

10/16/05
10/30/05
11/13/05
11/27/05
12/11/05
12/25/05
1/8/06
1/22/06
2/5/06
2/19/06
3/5/06 1
3/19/06
4/2/06
4/16/06
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Can we improve how we manage and use limits?

o The current approach to limits in most organizations could be substantially enhanced

Not designed to optimize use of risk capacity
Little or no relationship to risk appetite/tolerance

Over allocated to adjust for under utilization, communication weaknesses and
correlation

Common use of nominal or notional limits

Lack of monitoring and structured exception management and escalation
processes

o The current ties between risk appetite and tolerances remain fuzzy in most
organizations (Risk Leadership Roundtable):

13% reported no formal linkage

92% respondents said the linkage is qualitative (based on judgmental assessment
of tolerances compared to appetite)

26% said linkage was probabilistic with modeling of all tolerances at a defined
probability compared to the appetite

o Less than half (43%) of companies define and measure risk limits on a consistent basis
across the enterprise
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Issues with Existing Limit Approaches

Issue

Possible Solution/Response

Not designed to
optimize use of risk
capacity

o Target limits

» Target limits with high and low bands based on the
riskiness of the activity and expected returns

o Risk adjusted return based limits allocation

» Usage charges based on risk adjusted returns

= Dynamic limit reallocation between segments,
business units, and products based on risk/ return

Aggregation
relationship to risk
appetite/tolerance

-

o Risk modeled limits structure

= Model risk limits structure based on full usage,
expected usage and actual usage

Over allocation to
adjust for under
utilization

o Pooled limits with real-time utilization

= Technology makes use of pooled limits possible

» Retained Ilimits allow for greater utilization
management
= Periodic utilization adjustments to limits

Use of nominal or
notional limits

o Risk sensitive risk measures

= VAR, CAR, CfAR, sensitivity measures (greeks,
duration, convexity)

Lack of monitoring/
structured exception
management and
escalation processes

o Formalized exception management model with proscribed

escalation processes
= Pre-established limit “excess” approval tolerances
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Cascading Appetite and Tolerance to Limits - Theory

Feedback Limits
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Cascading Appetite and Tolerance to Limits - Practice
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In summary

o Linkage of risk limits and risk appetite/tolerance is critical

o Limits should be viewed as tools of management to manage and control the
business

o Tiered limits structures, with effective consideration of utilization, aggregation
and correlation are necessary to an effective limits structure

o Limits should be designed to constrain the business in key areas of risk

o Targets should be created for core risks to provide a framework for risk
optimization and consistent risk decisioning across the company

o Limits should not be changed merely because they will be breached, but
because returns justify the level of risk and the aggregate risk is within the
company’s risk appetite/tolerance

o To be a tool, limits must be monitored, reported and enforced in a structured
process
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